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File Ref. No. 1120
2135

July 25, 1996

To the Auditing Standards Board:
Here are copies of comment letters received to date on the exposure draft, of the proposed
Statement on Auditing Standards, Investments in D ebt and Equity Securities.

1.

2.

3.

4.

5.

6.
7.

8.

Name/Affiliation

Location

Charles Kirkland, CPA
Kirkland & Associates, P.C.

Hobart, IN

Richard J. McDonnell
U. S. Department of Transportation
Maritime Administration

Washington, DC

Charles L. Lester
State of Florida
Office of the Auditor General

Tallahassee, FL

Daniel G. Kyle, CPA, CFE
Office of Legislative Auditor
State of Louisiana

Baton Rouge, LA

Sharon R. Russell, CPA
State of Alabama
Dept. of Examiners of Public Accounts

Montgomery, AL

J. Mitchell Collins
Arkansas Society of CPAS

Little Rock, AR

Richard D. Johnson
Office of Auditor of State
State of Iowa

Des Moines, IA

Deloitte & Touch LLP

Wilton, CT

A m e r i c a n Institute o f Certified P u b l i c A c c o u n t a n t s
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To the Auditing Standards Board
July 2 5 , 1996
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9.

Sharon J. Gregor
Illinois CPA Society

Sincerely,

Judith M. Sherinsky
Technical Manager
Audit and Attest Standards

JMS/jw
Attachments

Chicago, IL

August 7, 1996

File Ref. No. 1120
2135

To the Auditing Standards Board:
Here are copies of additional comment letters received to date on the exposure draft of the
proposed Statement on Auditing Standards, Investments in Debt and Equity Securities.

10.

11.

12.

13.

14.

15.

Name/Affiliation

Location

Keith Besson
Accounting and Auditing
Standards Committee
Society of Louisiana CPAs

Kenner, LA

Van L. Auld, CPA
V.L. Auld & Associates

Lafayette, LA

Margaret Kelly, CPA
State Auditor of Missouri

Jefferson City, MO

Thomas H. McTavish, CPA
Office of the Auditor General
State of Michigan

Lansing, MI

Thomas J. Vocatura, Chairman
Accounting Principles and Auditing
Procedures Committee
Massachusetts Society of CPAs

Boston, MA

Diann Allsen
Financial Audit Director
Legislative Audit Bureau
State of Wisconsin

Madison, WI

A m e r i c a n Institute of Certified Public A c c o u n t a n t s
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16.

Jefferson S. Strider
Director
Ten Eyck Associates, Inc.

King of Prussia, PA

17.

Coopers & Lybrand LLP

New York, NY

18.

Daniel G. Kyle
President
National State Auditors Association

Baton Rouge, LA

19.

KPMG Peat Marwick LLP

New York, NY

20.

Janies E. Hazel, Jr., CPA
Chairman
South Carolina Association of CPAs
Technical Standards Committee

West Columbia, SC

Arthur Andersen LLP

Chicago, IL

21.

Sincerely,

Judith M. Sherinsky, CPA
Technical Manager
Audit and Attest Standards
Attachment
cc: Auditing Investments Task Force

AICPA

File Ref. No. 1120
2135

September 4, 1996

To Members of the Auditing Standards Board:
Here are copies of additional comment letters received to date on the exposure draft of the
proposed Statement on Auditing Standards, Investments in Debt and Equity Securities.

22.

23.

N am e/A ffiliation

L ocation

Charles Dobbs
Chairman, Audit Standards and
Procedures Committee
Alabama Society of CPAs

Birmingham, AL

Ernst & Young LLP

Cleveland, OH

Sincerely,

Judith M. Sherinsky, CPA
Technical Manager
Audit and Attest Standards
Attachment
cc: Auditing Investments Task Force

A m e r i c a n Institute of Certified P u b l i c A c c o u n t a n t s
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T h e C P A N e v e r U n d e r e s t i m a t e T h e V a l u e . SM

Letter #1

KIRKLAND

211 Center Street
Hobart, Indiana 46342
Telephone (219) 947-1113

& Associates, P.C.
Certified Public Accountants

June 10, 1996
Judith M. Sherinsky, Technical Manager
Audit & Attest Standards, File 2135
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Ms. Sherinsky,
Thank you for the opportunity to comment on the Exposure Draft of
the Proposed Statement on Auditing Standards, "Investments in Debt
and Equity Securities.”
SFAS No. 124 sets accounting standards for investments by not-forprofit organizations in all debt securities and in equity
securities with a readily determinable value.
SFAS No. 115 does
not apply to those not-for-profit organizations.
The Proposed SAS refers to SFAS No. 115 many times as the basis for
the need to obtain evidence about investments in debt and equity
securities.
The proposed SAS should also refer to SFAS No. 124 for those
securities (described above) held by not-for-profit organizations.
Furthermore, paragraph 21 of the proposed SAS refers to not-forprofit organizations as following "specialized industry accounting
practices” issued by the AICPA; with the effective date of SFAS No.
124, that statement is true only for investments that are not
consolidated, that are not accounted for by the equity method, and
that are not covered by SFAS No. 124. The only investments to
follow industry accounting practices (AICPA audit and accounting
guides) are equity securities without a readily determinable value
and other non-debt securities.
If I can be of any further assistance, please let me know.
Sincerely
Charles Kirkland, CPA

Tax, Accounting and Consulting Services for Individuals, Privately Owned Businesses and Not-For-Profit Organizations

Letter #2

U.S. Department
of Transportation

June 12, 1996

Maritime
Administration

Ms. Judith M. Sherinsky, Technical Manager
Audit and Attest Standards, File 2135
AICPA,
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Ms. Sherinsky:
The Maritime Administration provides several financial aids
programs to the American shipbuilding and shipping industries
including the guaranteeing of certain long term debt instruments.
We support your efforts because they facilitate our contract
administration.
Regarding the proposed statement on "Auditing Standards for
Investments in Debt and Equity Securities", we recommend that
paragraph 9. be expanded and revised.
Specifically, that the
following phrase be added on line four of the paragraph after
"debt agreements" but before the comma including relevant
covenants and any scheduled balloon payments. We also recommend
as a change to the same sentence, and also on line 4, that the
phrase including guarantees be added after "contractual
obligations".
With respect to our first recommendation, we believe that key
aspects of our debt agreements need to be emphasized.
The
inability to meet covenants would trigger the accounting of the
debt as if it is called due; thus, causing an immediate impact on
the financial statements.
Similarly the addressing of balloon
payments would address future significant impacts on the
financial statements.
Our recommending that contractual obligations include guarantees
is consistent with our previous approach of focusing on key
aspects and clarifying the general categories that are addressed.
We believe that guarantees may be a significant aspect of offbalance sheet transactions with potential significant
consequences on current and/or future statements. Thus they need
to be addressed.
If we may be of further assistance please do not hesitate to
contact me at (202) 366-5861.
S in c e re ly ,

Richard J. McDonnell, Director
Office of Financial Approvals
cc:

J . Zok
Recycled

Letter #3

St a t e
Office

F l o r id a

of

of the

A uditor General

CHARLES L. LESTER. C.P.A.
AUDITOR GENERAL

TELEPHONE:

9 0 4 /4 8 8 -5 5 3 4
S/C 278-5534

June 2 6 , 1996

Ms. Judith M. Sherinsky, Technical Manager
A udit and Attest Standards, File 2135
AICPA
1211 Avenue o f the Americas
N ew York, N Y 10036-8775
Dear Ms. Sherinsky:
This is in response to the Exposure Draft dated May 2 9 , 1996, entitled
Proposed Statement on Auditing Standards - Investments in Debt and Equity
Securities.
I support the proposed draft as it is presented, and have no additional
comments.
Sincerely,

Charles L. Lester
CLL:jbi

111 W EST M A D IS O N S T R E E T •

PO ST O F F IC E B O X 1735

•

T A L L A H A S S E E . F L O R ID A

32302

Letter #4
OFFICE OF

LEGISLATIVE AUDITOR
STATE OF LOUISIANA
BATON ROUGE, LOUISIANA 70804-9397
DANIEL G. KYLE, PH.D., CPA, CFE
LEGISLATIVE AUDITOR

1600 NORTH THIRD STREET
POST OFFICE BOX 94397
TELEPHONE: (504)339-3800
FACSIMILE: (504) 339-3870

July 15, 1996

Ms. Judith M . Sherinski
Audit and Attest Standards
AICPA
1211 Avenue o f the Americas
New York, New York 10036-8775
Re: File 2135
D ear Ms. Sherinski:
I have reviewed the Auditing Standards Board’s proposed statement on Investments in
D ebt and Equity Securities. I am in general agreement with the proposed statement.
Paragraph 21.
I suggest that paragraph 21 include, by footnote, a reference to the
Governmental Accounting Standards Board’s current exposure draft on accounting for
investments o f state and local government. I would then move the entire paragraph, placing it
immediately after paragraph 5 and under the subsection “Appropriateness o f Accounting
Policy.” I suggest this place within the statement as more appropriate for the discussion o f
paragraph 21 and more clearly indicates that the statement applies to audits o f state and local
governments.
I hope these comments prove beneficial to the board’s deliberations.

Daniel G. Kyle, CPA, CFE
Legislative Auditor
DGK:GCA:db
ASBINV.DOC

Letter #5

State of Alabama
Department of

Examiners of Public Accounts
Ronald L. Jones
Chief Examiner
Mailing Address:
P.O. Box 302251
Montgomery, AL 36130-2251

Telephone (334) 242-9200
FAX (334) 242-1775

July 16, 1996

Location:
Gordon Persons Building
50 North Ripley Street, Rm 3201
Montgomery, AL 36104-3833

Judith M. Sherinsky, Technical Manager
Audit and Attest Standards
File 2135
AICPA 1211 Avenue of the Americas
New York, NY 10036-8775
Dear Ms. Sherinsky:
The
Association
of Government Accountants
(AGA), Financial
Management Standards Committee (Committee) would like to provide
the following comments on the Proposed Statement on Auditing
Standards, Investments in Debt and Equity Securities.
The
Committee, whose members are active accountants and auditors in
Federal, state, and local government, reviews and responds to
proposed standards and regulations of interest to the AGA
membership.
Local AGA chapters and individual members are also
encouraged to comment separately.
The Committee supports and is in agreement with the overall
provisions of this proposed standard. However, the Committee has
the following recommendations which it believes would further
clarify and improve the proposed guidance:
1. Paragraph 4, on Pages 7 and 8, states that, "The procedures the
auditor performs to obtain evidence about the existence,
ownership, and completeness of investments will vary depending
on the auditor's assessment of audit risk and should include
one or more of the following..." The six procedures listed
range from "physical inspection" to "reading executed
partnership or similar agreements." We believe that the
procedures to be performed depend, at least to some extent, on
the type of investments. Also, we question whether performing
only one of the procedures (such as reading an executed
agreement) could provide the auditor with sufficient evidence
about the existence, ownership and completeness of an
investment. For these reasons, we suggest that Paragraph 4 be
revised and expanded to read "The procedures the auditor
performs to obtain evidence about the existence, ownership, and
completeness of investments will vary depending on the

auditor's assessment of audit risk and the types of investments
involved.
The auditor should consider the following
procedures..."
2.

The subtitles and narrative of Paragraphs 5 and 21, on Pages 8
and 12, respectively, appear to use the terms 'accounting
policy' and 'accounting practices' interchangeably.
For
consistency throughout the document, we suggest that (1) the
subtitle of Paragraph 5 be revised to read "Appropriateness of
Accounting Practices," (2) the first sentence of paragraph 5 be
revised to read "The auditor should ascertain whether the
entity's investments are accounted for in conformity with
generally accepted accounting principles," and (3) the last
sentence of paragraph 21 be revised to read "The auditor should
ascertain whether the accounting practices followed by such
entities conform to the appropriate guidance."

3.

Paragraph 18, on Page 11, addresses the potential time lag
between the date of the financial statements of the investor
and the date of the financial statements of the investee.
Because Paragraphs 16 and 18 address related topics, we suggest
that Paragraph 18 be relocated to immediately follow Paragraph
16 in the final document.

4.

Paragraph 23, on Page 12 and subsequent paragraphs provide
guidance for obtaining corroborating evidence regarding the
fair value of investments. It addresses investments for which
market quotations are available, and also discusses obtaining
estimates of fair value from third-party sources or from the
entity based on internally developed or acquired models.
However, the ED does not address those infrequent circumstances
in which estimates of fair value cannot be obtained from these
sources. To provide the reader with more comprehensive
guidance, we suggest that the Board expand the final document
to provide guidance for those circumstances in which the
auditor is unable to obtain fair value from either third-party
sources or from the entity's internal models.

The Committee appreciates the opportunity to comment on this
Proposed Statement and should you have any questions or need
additional information, please contact me at (334) 242-9200.+
Sincerely,

Sharon R. Russell, CPA, Chair
AGA Financial Management Standards
C o m m it t e e

cc:

Mr. Mitch Laine, President
AGA

Ms. Judith M. Sherinsky
Page 2
July 1 6 , 1996
Page
Paragraph
Number(s) Number(s) Current Wording
11

20

12-13

23-28

Proposed
Changes /Comments

See entire
paragraph.

In addition to obtaining evidence relating to material
transactions between the investor and investee in
evaluating the propriety of elimination of unrealized
intercompany profits and losses, we recommend a
narrative insertion to the Exposure Draft requiring
auditors to review material related party transactions
(between the investor and investee) for disclosure
purposes as prescribed by Statement of Financial
Accounting Standards ("SFAS") No. 57, Related Party
Transactions.

See all paragraphs.

The current Exposure Draft is difficult to follow with
respect to the determination of fair value. Under SFAS
No. 115, Accounting fo r Certain Investments in Debt and
Equity Securities, equity investments are only required to
be accounted for at fair value if an available market value
(as defined) exists. Certain methods Other than fair value
determined with an available market value apply only to
investments in debt securities. The paragraphs, in
current form, do not distinguish separately between the
fair value considerations for both equity and debt
securities. To simplify the understanding of the
proposed Exposure Draft, we recommend these
paragraphs separately discuss the criteria for fair value
considerations for both equity and debt securities.

W e appreciate your time in reviewing our comments, and if any questions arise, please do not hesitate to
contact us at 501-664-8739.
Very truly yours,

J. Mitchell Collins, Chairman
Accounting Principles and Auditing Committee
On Behalf of the Arkansas Society of
Certified Public Accountants
LES
jmc\ltr\aicpa3.doc

Letter #6

415 N o rth M cK inley Street • Suite 970 • Little Rock, A rk a n sa s 72205-3022
July 1 6 , 1996

O fficers
W illiam C. Foster
President
W esley D . M u rtish aw
Past President
M ichael E. Hagen
President-Elect
R ichard L. B arclay
Vice President

Robert H. Holmes
Vice President

David E. White
Vice President

John C. Hoy
Secretary
G ary D. K elly
Treasurer

Directors

Ms. Judith M. Sherinsky
Technical Manager - Audit and Attest Standards
File 2135
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, New York 10036-8775

Dear Ms. Sherinsky:
We are pleased to have the opportunity to respond to the proposed statement on auditing
standards, Investments in Debt and Equity Securities (the "Exposure D raff"). Our overall
conclusion is the Exposure Draft adequately addresses the objectives, approach and procedures
to be performed in auditing investments in debt and equity securities. We do, however, propose
the following revisions to the Exposure Draft
Page
Paragraph
Number(s) Number(s) Current Wording

Proposed
Changes/Comments

9

9

"The auditor may
consider factors such
as the entity's
financial position..."

We recommend the following revision, "The
auditor should consider factors such as the
entity's financial position..." We believe the
Exposure Draft should be revised to include
more suggestive emphasis on the procedures to
be performed in evaluating the appropriateness
of management's accounting policy.

9

9

"The auditor also
may consider
whether relevant
operating and cash
flow..."

We recommend the following revision, "The
auditor should also consider whether relevant
operating and cash flow..." We believe the
Exposure Draft should be revised to include
more suggestive emphasis on the procedures to
be performed in evaluating the appropriateness
of management's accounting policy.

9

11

See entire
paragraph.

We recommend a revision to the Exposure Draft
in further clarifying the ability to exercise
significant influence, but not control, over an
investee. Under Accounting Principles Board
Opinion No. 18, The Equity Method o f Accounting
for Investments in Common Stock, equity
ownership in an investee of 20-50% would
typically qualify the investor to use the equity
method of accounting. We recommend a
discussion of these thresholds be inserted as a
component of paragraph 11.

James E . George
Randall E . Philpot
Gene Cogbill
D w igh t H . Estes
M ichael C . Eldredge
Richard L . Schwartz

Barbara S. Angel
Executive Director
Angela M . L ow e
CPE Director

P h o n e (501) 664-8739 • (800) 482-8739 in A rkansas • Fax (501) 664-8320
E-Mail: 102651.2237@ compuserve.com

L e tte r # 7

OFFICE OF AUDITOR OF STATE
STATE OF IOWA

Richard D. Johnson, CPA
Auditor o f State

State Capitol Building
Des Moines, Iowa 50319-0004
Telephone (515) 281-5834

Facsimile (515) 242-6134

Ju ly 15, 1996
Ju d ith M. Sherinsky , Technical Manager
Audit an d A ttest Standards, File 2135
AICPA
121 1 Avenue o f th e Am ericas
N ew Y ork, NY 1 0 0 3 6 - 8 7 7 5

RE:

AICPA Exposure Draft on Proposed SAS “Investm ents in D ebt and Equity
S ecu rities”

D ear Ms. Sherinsky:
We have reviewed the proposed SAS “Investm ents in Debt and Equity S ecu rities” and
noted no sign ifican t issu es that need to be addressed. However, we have th e following
com m ents regarding terminology and format:
a.

Som e of th e terminology in the draft statem ent
statem en t assertions could be more con sisten t with
Evidential Matter.
The heading for paragraph
“Ow nership” which is part of the “Rights” assertion in

regarding th e financial
term inology in SA S 3 1 ,
4 includes th e term
SAS 3 1 .

b.

S in ce paragraphs 22 through 31 also relate to financial statem en t assertio n s,
they should follow paragraph 4.

If you have qu estions regarding these m atters, please con tact Ju d y V ander Linden a t
5 1 5 -2 8 1 -5 5 0 6 .
Sincerely,

Letter #8

Deloitte &
Touche llp
Ten Westport Road
P.O. Box 820
Wilton, Connecticut 06897-0820

Telephone: (203) 761-3000
ITT Telex 66262
Facsimile: (203) 834-2200

July 17, 1996

Judith M. Sherinsky
Technical Manager, Audit and Attest Standards
File 2135
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, N Y 10036-8775

Dear Ms. Sherinsky:
We are pleased to comment on the Proposed Statement on Auditing Standards, Investments in
D ebt and Equity Securities, We support the issuance o f the proposed Statement as exposed. We
believe that the proposed Statement provides appropriate guidance for auditing investments
accounted for under recently issued accounting standards.
Please contact John A. Fogarty [(203) 761-3227] if you have any questions or if there is any other
way in which w e might be helpful.
Sincerely,

Deloitte Touche
Tohmatsu
International

Letter #9

July 1 8 , 1996
Ms. Judith M. Sherinsky
Technical Manager
Audit and Attest Standards, File 2135
AICPA
1211 Avenue o f the Americas
New York, NY 10036-8775
Dear Ms. Sherinsky:
The Auditing Services Committee o f the Illinois CPA Society is pleased to have the opportunity
to comment on the Proposed Statement on Auditing Standards entitled Investments in Debt and
Equity Securities. These recommendations represent the position o f the Illinois CPA Society
rather than any o f the members o f the Auditing Services Committee and the organizations with
which the members are associated.
We recommend that paragraphs 5 and 21 be updated to include Statement o f Financial
Accounting Standards No. 124. entitled Accounting for Certain Investments Held by Not-forProfit Organizations. As an alternative, references to specific pronouncements could be
eliminated which would avoid haying to update the Statement on Auditing Standards each time a
new Statement o f Financial Accounting Standards is issued.
The third bullet point o f paragraph 30 may, in part, be intended to recognize the Securities and
Exchange Commission’s position regarding the accounting impact that sale o f a security after
year end has on the determination o f whether an other-than-temporary impairment has occurred
as o f year end. In any case, we believe that the auditor should take a sale into consideration and
recommend that the phrase “, such as the sale o f the security after year end” be inserted at the end
of the third bullet point.
We would be pleased to discuss our recommendations with you.

Sincerely,

Sharon J.
Chair o f the Auditing Services Committee
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APPENDIX A

ILLINOIS CPA SOCIETY
AUDITING SERVICES COMMITTEE
ORGANIZATION AND OPERATING PROCEDURES
1996- 1997

The Auditing Services Committee of the Illinois CPA Society (the Committee) is
composed of 18 technically qualified, experienced members appointed from industry,
education and public accounting. These members have Committee service ranging from
newly appointed to 15 years. The Committee is a senior technical committee of the
Society and has been delegated the authority to issue written positions representing the
Society on matters regarding the setting of auditing standards.
The Committee usually operates by assigning a subcommittee o f its members to study
and discuss fully exposure documents proposing additions to or revisions of auditing
standards. The subcommittee ordinarily develops a proposed response which is
considered, discussed and voted on by the full Committee. Support by the full
Committee then results in the issuance of a formal response, which at times, includes
a minority viewpoint.

Letter #10

EXPOSURE DRAFT
PROPOSED STATEMENT ON AUDITING STANDARDS
INVESTMENTS IN DEBT AND EQUITY SECURITIES
To: Judith M. Sherinsky, Technical Manager
Audit and A ttest Standards, File 2135, AICPA
1211 Avenue o f the Americas
New York, N Y 10036-8775
Dated: May 29, 1996
Comment Date: July 29, 1996
No.: 800101
Response prepared by: Accounting and Auditing Standards Committee
Society of Louisiana CPAs
Albert E. Roevens, Chairman
Keith Besson, Member
Response submitted by: Keith Besson, Member
Comments:
We have reviewed the exposure draft and we are in general agreement with the proposed statement.
However, w e do have the following comments:
Paragraph
10

One member suggested this paragraph would be more concise and less confusing if
the words “to performing other auditing procedures” w ere omitted. The paragraph
would start, “In addition, the auditor ordinarily should ...”

18

O ne member indicated this paragraph regarding time lag was very confusing. In
paragraph 18 it states, “If a change in time lag occurs that has a material effect on the
investor’s financial statements, an explanatory paragraph should be added to the
auditor’s report because o f the change in reporting period.” In the member’s review
o f SAS 79, the member felt this type o f issue would not be contained in an
explanatory paragraph. The member felt a scope limitation would occur if the
material effect o f the time lag could not be determined. I f the material effect o f the
tim e lag can be determined, the member felt the financial statements should be
adjusted or an unqualified opinion issued.

Letter11

V. L. AULD & ASSOCIATES
CERTIFIED PUBLIC ACCOUNTANTS
112 FOUNTAIN BEND DRIVE . P.O. BOX 30407
LAFAYETTE, LOUISIANA 70593

V. L. Auld, C.P.A.
Van L. Auld, C.P.A.

Telephone (318) 984-9717
Fax (318) 984-5544

July 21, 1996

Ms. Judith M. Sherinsky, Technical Manager
Audit and Attest Standards, File 2135
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Ms. Sherinsky:
RE: Comments to the Proposed Statement on Auditing Standards,
Investments in Debt and Equity Securities
Comments follow the respective paragraph numbers in the exposure draft.
6, 7, 8.

A frailty of FASB 115, and this proposed statement, is the classification of securities
as held-to-maturity, trading, and available-for-sale. These concepts hold uncertainty
because of the difficulty in knowing management's intent.
The time frame for management decisions is too short to be predictable. There are
many outside forces to negate intent. Relying on vague strategies places the
auditor at risk of misjudgment.
Also, the records used by the auditor to establish intent are too casual, if they exist
at all. The audit risk is great when based upon this type evidence.

14. As written:
The refusal of an investee to furnish necessary financial data to the investor is
evidence (but not necessarily conclusive evidence) that the investor does not have
the ability to exercise significant influence over the investee to justify the application
of the equity method of accounting.
This paragraph has a Flesch-Kincaid Grade Level of 26 and Flesch Reading Index of 0.
It is forty-five words long and consists of one sentence.

Ms. Judith M. Sherinsky, Technical Manager
Page 2
July 21, 1996

Rewritten:
Although inconclusive, the investee's refusal, to provide the investor financial data,
is evidence the investor lacks influence over the investee. Consequently, the equity
method may be unjustified.
This paragraph has a Flesch-Kincaid Grade Level of 14 and Flesch Reading Index of 18.
It is twenty-seven words long and consists of two sentences.
16. As written, last sentence:
If the financial statements of the investee are not audited, the auditor should apply,
or should request that the investor arrange with the investee to have the investee's
auditor apply, appropriate auditing procedures to such financial statements, giving
consideration to the materiality of the investment in relation to the financial
statements of the investor.
This paragraph has a Flesch-Kincaid Grade Level of 29 and Flesch Reading Index of 0.
It is fifty-four words long and consists of one sentence.
Rewritten:
If the investee's financial statements are unaudited, the auditor should apply or
request the investor arrange with the investee's auditor to apply, appropriate
auditing procedures. However, the auditor should consider the investment's
materiality in relation to the financial statements of the investor.
This paragraph has a Flesch-Kincaid Grade Level of 18 and Flesch Reading Index of 7.
It is forty-two words long and consists of two sentences.
The Flesch-Kincaid Grade level score is the approximated grade level required of the reader.
The Flesch Reading Index is a level of reading difficulty on a 0 to 100 scale. Therefore,
paragraph 16 would require 13 years of postgraduate study. Both original wordings score a 0
on the Flesch Reading Index, there is no lower score.
Besides clarity, the rewrites are 30% shorter. If all Auditing Standards Board writings could be
reduced by 30%, then the savings in time to read could amount to years. These are only two
examples of the need for improvement.
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Ms. Judith M . Sherinsky
Technical M anager
Audit and A ttest Standards, File 2135
American Institute o f Certified
Public Accountants
1211 Avenue o f the Americas
N ew York, N Y 10036-8775
D ear Ms. Sherinsky:
W e have reviewed the proposed Statement on Auditing Standards (SAS) titled Investments
in D ebt and Equity Securities, which will supersede AU section 332, “Long-Term Investments,” o f
SAS N o. 1, Codification o f Auditing Standards and Procedures. W e generally agree with the
changes m ade to AU section 332, such as addition o f paragraph 21 to recognize the accounting
practices followed by the entities that we audit and expansion o f the guidance regarding investment
valuation and presentation in paragraphs 22-31. Although we have no significant improvements to
suggest, w e are enclosing a draft marked with several editorial suggestions for your consideration.
I f you have any questions regarding our comments, please contact Myrana Gibler, Audit
Manager, o f my office at (573) 751-4213.
Sincerely,

Margaret Kelly, CPA
State Auditor
MK/bh
Enclosure

EXPOSURE DRAFT
PROPOSED STATEMENT ON
AUDITING STANDARDS
INVESTMENTS IN DEBT AND EQUITY
SECURITIES
(To Supersede AU Section 332, "Long-Term Investments," of SAS
No. 1, Codification o f Auditing Standards a n d Procedures)

MAY 2 9 , 1 9 9 6

Prepared by the AICPA Auditing Standards Board for comment
from persons interested in auditing and reporting issues
Comments should be received by July 29, 1996, and addressed to
Judith M. Sherinsky, Technical Manager, Audit and A ttest Standards, File 2135,
A,CPA, 1211 Avenue of the Americas, New York, NY 10036-8775
or via the Internet to JSHERINSKY@AICPA.ORG

800101

May 29, 1996
Accompanying this letter is an exposure draft, approved by the Auditing Standards Board (ASB),
o f a proposed Statem ent on Auditing Standards (SAS) titled Investm ents in D ebt and Equity
Securities, th a t w ould supersede AU section 332, "Long-Term Investm ents," o f SAS No. 1,
Codification o f A u ditin g Standards and Procedures (AICPA, Professional Standards, vol. 1, AU sec.
332). The ASB is revising AU section 332 to make the guidance on auditing investments
consistent w ith recently issued accounting standards, particularly Financial Accounting Standards
Board Statem ent o f Financial Accounting Standards No. 115, Accounting fo r Certain Investments
in D ebt and E quity Securities. A summary o f the significant provisions o f this proposed SAS
accompanies th is letter.
Comments or suggestions on any aspect of this exposure draft w ill be appreciated. To facilitate
the ASB's consideration o f responses, comments should refer to specific paragraphs and include
supporting reasons fo r each suggestion or comment.
In developing guidance, the ASB considers the relationship between th e cost imposed and the
benefits reasonably expected to be derived from audits. It also considers the differences the
auditor may encounter in the audit o f financial statements o f small businesses and, when
appropriate, makes special provisions to meet those needs. Thus, the ASB would particularly
appreciate com m ents on those matters.
W ritten com ments on the exposure draft w ill become part o f the public record o f the AICPA Audit
and A ttest Standards Division and will be available for public inspection at the offices o f the AICPA
after August 29, 1996, for one year. Responses should be sent to Judith M. Sherinsky, Technical
Manager, A u d it and A tte s t Standards, File 2135, AICPA, 1211 Avenue o f the Americas, New
York, NY 1 0 0 36-8775 , in time to be received by July 29, 1996. Responses also may be submitted
electronically via the Internet to JSHERINSKY@AICPA.ORG.
Sincerely,

Edmund R. Noonan
Chair
Auditing Standards Board

Dan M. Guy
Vice President
Professional Standards and Services

Tom Ray
Director
Audit and A tte st Standards
American Institute of Certified Public Accountants
1211 Avenue of the Americas. New York, NY 10036-6775 (212) 596-6200 • fax (212) 596-6213
The CPA Never Underestimate The Value.SM

SUMMARY

W hy Issued
The A uditing Standards Board is revising the guidance on auditing investm ents to make that
guidance consistent w ith recently issued accounting standards, particularly Financial Accounting
Standards Board Statem ent o f Financial Accounting Standards No. 115, A ccounting fo r Certain
Investm ents in D ebt and Equity Securities.
W hat I t Does
This proposed Statem ent w ould supersede AU section 332, "Long-Term Investments," of
Statem ent on A uditing Standards No. 1, Codification o f Auditing Standards and Procedures
(AICPA, Professional Standards, vol. 1, AU sec. 332), and would delete Interpretation No. 1 of
AU section 3 32 , "Evidential M atter for the Carrying Am ount of Marketable Securities" (AICPA,
Professional Standards, vol. 1, AU sec. 9332).
H o w I t A ffe c ts Existing Standards
This proposed Statem ent would supersede AU section 332 and would require that the references
to Interpretation No. 1 o f AU section 332, "Evidential Matter for the Carrying Amount of
Marketable Securities," be deleted from the AICPA Audit and Accounting Guide Banks and Savings
Institutions.

PROPOSED STATEMENT ON AUDITING STANDARDS
INVESTMENTS IN DEBT AND EQUITY SECURITIES

INTRODUCTION AND APPLICABILITY
1. This Statem ent provides guidance to auditors in auditing investm ents in securities1, including
both debt securities and equity securities (hereinafter referred t o as "investm ents"), recognized in
an e n tity's financial statements.

AUDIT OBJECTIVES AND APPROACH
2.

The auditor should ascertain whether investments a re accounted fo r in conform ity w ith

generally accepted accounting principles,2 including adequate disclosure o f material m atters.
Statement on Auditing Standards (SAS) No. 47, A u dit Risk and M ateriality in Conducting an A u d it
(AICPA, Professional Standards, vol. 1, AU sec. 312 ), provides guidance on the auditor's'
consideration o f audit risk when planning and performing an audit o f financial statements. The
auditor considers audit risk in determining the nature, tim ing, and extent o f the audit procedures
to be perform ed for financial statement assertions about investm ents.
3. SAS No. 3 1 , Evidential M atter (AICPA, Professional Standards, vol. 1, AU sec. 326), states
th a t m ost of the auditor's work in forming an opinion on financial statements consists of obtaining
and evaluating evidential matter related to assertions in the financial statem ents. This Statem ent
provides guidance concerning substantive audit procedures to be performed in gathering evidential
m atter related to assertions about investments.
Existence, Ownership, and Completeness
4. The procedures the auditor performs to obtain evidence about t he existence, ownership, and
com pleteness o f investments w ill vary depending on the auditor's assessment o f audit risk and
should include one or more of the following:
Physical inspection
C onfirm ation3 w ith the issuer

1

Terms set in boldface the first time they appear are defined in Financial Accounting Standards Board (FASB)
Statement of Financial Accounting Standards No. 115, Accounting for Certain Investments in Debt and Equity
Securities. Those definitions are reproduced in the appendix to this Statement.

2

The guidance in this Statement is also applicable to audits of presentations covered by SAS No. 62, Special
R e p o rts (AICPA, P ro fe s s io n a l S ta n d a rd s, vol. 1, AU sec. 623), that Include assertions about investments.

3

SAS No. 67, The Confirmation Process (AICPA, Professional Standards, vol. 1, AU sec. 330), provides guidance
to the auditor concerning the use of confirmations in audits of financial statements.
7

shall be classified as available-for-sale secu rities. [paragraph 12b]
7.

The appropriate classification of investments is d e pendent on m anagement's intent in \ /

purchasing and holding the investment, on the entity's actual investment activities, and, for certain
debt securities, on the entity's ability to hold the investm ent to m aturity. In determining the
nature, tim ing, and extent o f the auditor's substantive procedures, the auditor should obtain an
understanding o f the process used by management to classify investm ents.
8. In evaluating management's intent related to an investment, the auditor gathers evidence that
tends to either corroborate or conflict w ith such intent. Ordinarily, the auditor should examine
evidence such as w ritte n and approved records o f investm ent strategies, instructions to portfolio
managers, and m inutes o f meetings o f the board o f directors or the investm ent com mittee. The
auditor also should consider the entity's investment activities. For example, sales o f investments
classified in the held-to-m aturity category, for reasons other than those identified in paragraphs
8 and 11 o f FASB Statem ent No. 115, should cause the auditor to question the appropriateness
o f management's classification of other investments classified in th a t category, as well as future
classifications o f investm ents into th a t category.
9. In evaluating the e n tity's ability to hold a debt security to maturity, the auditor gathers evidence
th a t tends to either corroborate or conflict w ith such ability. The auditor m ay consider factors
such as the e n tity's financial position, known working capital requirements, operating results, debt
agreements, and other relevant contractual obligations. The auditor also m ay consider whether
relevant operating and cash flo w projections or forecasts or laws and regulations provide
indications o f an e n tity 's inability to hold an investment to maturity.
10. In addition to performing other auditing procedures, the auditor ordinarily should obtain written
representations from management confirming its intent and, w ith respect to held-to-maturity
securities, the e n tity 's ability to hold such investments to m aturity.7
Investm ents A cco u n te d fo r Using the Equity M ethod
11. Paragraph 17 o f Accounting Principles Board (APB) Opinion No. 18, The Equity M ethod o f
A ccounting fo r Investments in Common Stock, states th a t the equity method o f accounting for an
investm ent in com m on stock should be used by an investor whose investm ent in voting stock
gives it the ability to exercise significant influence, but not control, over an investee. That
paragraph also provides criteria to be considered in determining whether an investor has the ability
to exercise significant influence.
12. The auditor should obtain evidence about the appropriateness of the accounting method

7

S A S N o . 1 9 , C lie n t R e p re s e n ta tio n s (A IC P A , P ro fe s s io n a l S ta n d a rd s , v o l. 1, A U s e c . 3 3 3 ) , p ro v id e s g u id a n ce

to the auditor concerning written representations from management in an audit of an entity's financial
statements.

9

i

statem ents o f the investee are not audited, the auditor should apply, or should request th a t the
investor arrange w ith the investee to have the investee's auditor apply, appropriate auditing
procedures to such financial statements giving consideration to t h e m ateriality of the investm ent
n relation to the financial statements of t h e investor.
17. If the carrying amount of an investment reflects (a) factors (such as goodwill or other
intangibles) that are not recognized in the financial statements of the investee or (b) fair values o f
assets th a t are m aterially different from the investee's carrying am ounts, evidential m atter may
be available in the form of current evaluations o f these amounts. A lthough evaluations made by
persons w ith in the investor or within the investee may be acceptable, evaluations made by persons
independent of these companies usually provides greater. assurance o f reliability. If such
evaluations are made by third parties, the auditor should consider the applicability o f SAS No. 73,
Using the Work o f a Specialist (AICPA, Professional Standards, vol. 1. A U sec . 336 ) .
18. There m ay be a tim e lag in reporting between the date o f the financial s ta temen ts o f the
investor and th a t o f the investee. A time lag in reporting should be consistent from period to
period. If a change in tim e lag occurs th a t has a material e ffe ct on th e investor's financial
statem ents, an explanatory paragraph should be added to the aud ito r's report, because o f the
change in reporting period
19. W ith respect to subsequent events and transactions o f the investee occurring a fte r the d
te
a
o f the investee's financial statements but before the date of the report o f the a ud it o r o
e
fth
i nvester, the auditor should read available interim financial statements o f the investee and make
appropriate inquiries o f the investor to identify subsequent events and transactions th a t are
material to t he financial statements of th e investor. Such events or transactions o f the type
contem plated in paragraphs 5 and 6 of AU section 560, "Subsequent Events," o f SAS No. 1
(AICPA, Professional Standards, vol. 1, AU sec. 560), should be disclosed in the notes to the
investor's financial statements and (where applicable) labele d as unaudited inform ation. For the
purpose o f recording the investor's share of the results of operation o f the investee, recognition
should b e given t o events or transactions of the type contemplated i n paragraph 3 o f A U
se
ctio
n

20. Evidence relating to material transactions between the investo r a n d investee should b e
obtained to evaluate the propriety o f the elimination of unrealized intercom pany profits and losses.
Normally, such data are not shown separately in the investee's financial statements and, therefore,
may have to be obtained from the investee. If the amounts o f unrealized intercom pany profits or
losses are or could reasonably be expected to be material in relation to the investor's financial
position or results o f operations, unaudited data obtained from the investee ordinarily should be
subjected to auditing procedures.

See SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU sec.
1
508.16 - 5 8), as amended by SAS No. 79, Amendment to Statement on Auditing Standards No. 58, Reports
on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 508).

26. In the case o f investments valued by the entity using a valuation model, the auditor does not
function as an appraiser and is not expected to substitute his or her judgm ent fo r th a t of the
entity's management. Rather, the auditor generally should assess the reasonableness and
appropriateness o f the model. The auditor also should determine th a t the m arket variables and
assumptions used are reasonable and appropriately supported. Estimates o f expected future cash
flo w s should be based on reasonable and supportable assumptions. Further, the auditor should
determine th a t the e ntity has made appropriate disclosures about the method(s) and significant
assumptions used to estimate the fair values o f such investments.
27. The evaluation o f the appropriateness o f valuation models and each o f the variables and
assumptions used in the models may require considerable judgm ent and knowledge o f valuation
techniques, m arket factors that affect value, and m arket conditions, particularly in relation to
similar investments th a t are traded. Accordingly, in some circumstances, the auditor may consider
it necessary to involve a specialist in assessing the entity's fair value estimates or related models.
28. Negotiable securities, real estate, chattels, or other property are ofte n assigned as collateral
fo r investments in debt securities. If the collateral is an important f actor in evaluating fair value
and collectibility o f the investment, the auditor should obtain evidence regarding the existence and
transferability o f such collateral, as well as its fair value.
Impairment
29. Generally accepted accounting principle s require m anagement to determ ine Whether a decline
in fair value below the amortized cost basis of certain investments is other t han tem porary. S uch
determinations often involve estimation of the outcome of future events. Accordingly j udgment
is required in determining whether an other-than-temporary impairment condition exists at the date
o f the financial statements. These judgments are based on subjective as w ell as objective factors,
including know ledge and experience about past and current events and assumptions about future
e v e n ts .
30. The auditor sho u ld evaluate w h e th e r management has considered relevant information in
determining w h e th er an other-than-temporary impairment condition exists. Examples of factors
th a t may indicate
other-than-temporary impairm ent condition include the f ollow ing:
The decline in fair value is attributable t o specific adverse conditions affec ting a par ticular
investm ent.
The decline in fair value is attributable to specific conditions, such as conditions in an
industry or in a geographic area, rather than to general market conditions.
Management does not possess both the intent and the ability to hold the investment for
a period o f tim e sufficient to allow for any anticipated recovery in fair value.
The decline in fair value has existed for an extended period of tim e.
A debt security has been downgraded by a rating agency.
Dividends have been reduced or eliminated, or scheduled interest payments on debt
securities have not been made.
The financial condition of the issuer has deteriorated.
31. The auditor should evaluate management’s conclusions about the existence of an other-than-
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APPENDIX

DEFINITIONS EXCERPTED FROM FASB STATEMENT NO. 115
The follow ing definitions are excerpted from appendix C of FASB Statem ent No. 115.
Debt security. Any security representing a creditor relationship w ith an enterprise. It also includes
(a) preferred stock th a t by its terms either must be redeemed by the issuing enterprise or is
redeemable a t the option of the investor and (b) a collateralized m ortgage obligation (CMO) (or
other instrument) that is issued in equity form but is required to be accounted fo r as a nonequity
instrum ent regardless of how that instrument is classified (that is, w h eth er equity or debt) in the
issuer's statem ent o f financial position. However, it excludes option contracts, financial futures
contracts, forw ard contracts, and lease contracts,
Thus, the term debt security includes, among other item s, U.S. Treasury securities, U.S.
governm ent agency securities, municipal securities, corporate bonds, convertible debt,
com m ercial paper, all securitized debt instrum ents, such as CMOS and real estate
m ortgage investm ent conduits (REMICs) and interest-only and principal-only strips.
T rade accounts receivable arising from sales on credit by industrial or commercial
e nterprises and loans receivable arising from consumer, commercial and real estate lending
activities of financial institutions are examples o f receivables th a t do not meet the
d e fin itio n of security; thus, those receivables are not debt securities (unless they have
been securitized, in which case they would m ee t the definition).
Equity security. Any security representing an ownership interest i n an ente rp ris e (for example,
common, preferred, or other capital stock) or the right to acquire (for example, warrants, rights,
and call options) or dispose of (for example, put options) an ownership interest in an enterprise at
fixe d or determinable prices. However, the term does not include convertible debt or preferred
stock th a t by its terms either must be redeemed by the issuing enterprise or is redeemable at the
option o f the investor.
Security. A share, participation, or other interest in property or in an enterprise o f the issuer or an
obligation o f the issuer th a t (a) either is represented by an instrum ent issued in bearer or registered
form or, if not represented by an instrument, is registered in books maintained to record transfers
by or on behalf o f the issuer, (b) is of a type commonly dealt in on securities exchanges or markets
or, when represented by an instrument, is commonly recognized in any area in which it is issued
or dealt in as a medium for investment, and (c) either is one of a class or series or by its term s is
divisible into a class or series of shares, participations, interests, or obligations.

F A S B S ta te m e n t N o . 115 , Accounting for Certain Investments in Debt and Equity Securities, is copyrighted by
the Financial Accounting Standards Board, 401 Merritt 7, P.O. Box 5116, Norwalk, Connecticut 06856-5116,
U.S.A. Portions are reprinted with permission. Copies of the complete document are available from the FASB.
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Ms. Judith M. Sherinsky, Technical Manager
Audit and Attest Standards, File 2135
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, New York 10036-8775
Dear Ms. Sherinsky:
We have reviewed the AICPA Exposure Draft (ED) of the proposed Statement on
Auditing Standards (SAS), entitled Investments in Debt and Equity Securities, and we
agree in principle with the proposed guidance. We do, however, have the following
comments for consideration by the Auditing Standards Board (Board) in developing the
final Statement.
1. Paragraph 3, on Page 7, refers specifically to guidance contained in SAS No. 31.
Because the Auditing Standards Board is currently amending SAS No. 31, we suggest
that the Board add a footnote (similar to Footnote 4 on Page 8 of the ED), referenced
to Paragraph 3, which states "The Auditing Standards Board is amending SAS No. 31,
Evidential M atter, to incorporate the concept of evidential matter in electronic form,
to provide guidance regarding the potential audit impacts, and to describe matters an
auditor should consider regarding evidential matter in electronic form.”
2. Paragraph 4, on Pages 7 and 8, states that "The procedures the auditor performs to
obtain evidence about the existence, ownership, and completeness of investments will
vary depending on the auditor's assessment of audit risk and should include one or
more of the following...." The six procedures listed range from 'physical inspection’
to 'reading executed partnership or similar agreements.’ We believe that the
procedures to be performed depend, at least to some extent, on the type of
investments. Also, we question whether performing only one of the procedures (such
as reading an executed agreement) could provide the auditor with sufficient evidence
about the existence, ownership, and completeness of an investment. For these reasons,
we suggest that Paragraph 4 be revised and expanded to read "The procedures the
auditor performs to obtain evidence about the existence, ownership, and completeness
of investments will vary depending on the auditor's assessment of audit risk and the

Ms. Judith M. Sherinsky
Page 2
July 24, 1996

types of investments involved.
procedures...."

The auditor should consider the following

3. The subtitles and narrative of Paragraphs 5 and 21, on Pages 8 and 12, respectively,
appear to use the terms 'accounting policies' and 'accounting practices'
interchangeably. For example, Paragraph 21 states that "...certain entities...follow
specialized industry accounting practices. The auditor should ascertain whether the
accounting policies followed by such entities conform to the appropriate guidance."
For consistency throughout the document, we suggest that (1) the subtitle of
Paragraph 5 be revised to read "Appropriateness of Accounting Practices," (2) the first
sentence of Paragraph 5 be revised to read "The auditor should ascertain whether the
entity’s investments are accounted for in conformity with generally accepted
accounting principles," and (3) the last sentence of Paragraph 21 be revised to read
"The auditor should ascertain whether the accounting practices followed by such
entities conform to the appropriate guidance."
4. The first sentence of Paragraph 9, on Page 9, states that "In evaluating the entity's
ability to hold a debt security to maturity, the auditor gathers evidence that tends to
either corroborate or conflict with such ability." To ensure that the auditor considers
both perspectives, we suggest that the last sentence of Paragraph 9 be revised slightly
to read "The auditor also may consider whether relevant operating and cash flow
projections or forecasts or laws and regulations provide indications of an entity's
ability or inability to hold an investment to maturity."
5. The fourth sentence of Paragraph 16, on Page 10, states that "...the auditor for the
investor should recognize that although the investee's financial statements for the year
ended December 31 may have been audited, the financial statements as of June 30 and
for the year then ended represent unaudited data because neither six-month period is
covered by an auditor's report." For clarity, we suggest that the last portion of the
fourth sentence be revised to read "...because neither six-month period is specifically
reported on by an auditor's report."
6. Paragraph 18, on Page 11, addresses the potential time lag between the date of the
financial statements of the investor and the date of the financial statements of the
investee. Because Paragraphs 16 and 18 address related topics, we suggest that
Paragraph 18 be relocated to immediately follow Paragraph 16 in the final document.

Ms. Judith M. Sherinsky
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7. The last sentence of Paragraph 23, on Page 12, states that "If market quotations are
not available, estimates of fair value frequently can be obtained from third-party
sources based on proprietary models or from the entity based on internally developed
or acquired models." Subsequent paragraphs provide further guidance on evaluating
information from third-party sources and from internal models. However, the ED
does not address those infrequent circumstances in which estimates of fair value
cannot be obtained from those two sources. To provide the reader with more
comprehensive guidance, we suggest that the Board expand the final document to
provide guidance for those circumstances in which the auditor is unable to obtain fair
value from either third-party sources or from the entity's internal models.
8. Paragraph 32, on Page 14, states that "This Statement is effective for audits of
financial statements for periods beginning on or after January 1, 1997. Early
application of the provisions of this Statement is permissible." The Auditing
Standards Board intends that this proposed Statement will make guidance on auditing
investments consistent with recently issued accounting standards, particularly FASB
Statement No. 115, entitled Accounting for Certain Investments in Debt and Equity
Securities. Statement No. 115, issued in May 1993, was effective for fiscal years
beginning after December 15, 1993. Therefore, we question the appropriateness of
the delayed effective date of this proposed Statement. We suggest that the first
sentence of Paragraph 32 be revised to read "This Statement is effective for audits of
financial statements for periods beginning on or after January 1, 1996."
We appreciate the opportunity to comment on the Exposure Draft. If you have any
questions, or desire further details on our comments, please contact me or Jon A. Wise,
C.P.A., Director of Professional Practice.
Sincerely,

Thomas H. McTavish, C.P.A.
Auditor General
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July 25, 1996

Judith M. Sherinsky, Technical Manager
Audit and A ttest Standards, File 2135

AICPA
1211 Avenue o f the Americas
New York, N Y 10036-8775
RE: Proposed Statement on Auditing Standards “Investments in
Debt and Equity Securities”
Dear Ms. Sherinsky:
The Accounting Principles and Auditing Procedures Committee is the senior technical committee o f the
M assachusetts Society o f Certified Public Accountants (MSCPA). The Committee consists o f over thirty
members who are affiliated with public accounting firms of various sizes from sole proprietors to
international “big six” firms, as well as members in both industry and academia. The Committee has
reviewed and discussed the Exposure Draft (ED) o f the Proposed Statement on Auditing Standards
“Investments in Debt and Equity Securities.” The views expressed in this comment letter arc solely those
o f the Committee and do not reflect the views of the organizations with which the Committee members are
affiliated.
In general, it is the consensus o f the Committee that the Exposure Draft as presently worded should be
adopted. W e feel that the Exposure Draft clarifies the guidance in the auditing o f investment securities by
making it consistent with recently issued accounting and auditing standards. However, there are certain
items which we feel would enhance the Proposed Statement if incorporated therein.
W e feel that the cross-referencing to relevant accounting and auditing standards in the ED definitely makes
it more “user friendly”. However, in addition to those references provided ( i.e. SFAS No. 115, SAS Nos.
19, 47, 58, 62, 67, 70, 73 and 79, and APB Opinion 18), we feel that certain very important references
were omitted. Specifically, we feel the following items/references should be added:
• The appendix provides the definitions from SFAS No. 115 for debt security, equity security, and
security. It should also include the definition of fa ir value from that section, which is the same
definition as the one found in Paragraph 5 o f SFAS No. 107.
• Paragraphs 29 through 31 o f the ED go into extensive detail addressing asset impairment. However,
the ED makes no reference to SFAS No. 121.
• Paragraph 21 o f the ED contains a general statement regarding accounting practices followed by other
entities such as government and not-for-profits, indicating that the auditor should ascertain whether the

MASSACHUSETTS SOCIETY O F CERTIFIED P U B LIC A C C O U N T A N T S , Inc.
105 C h a u n c y Street. Boston. MA 02111

•

(617) 5 5 6 -4000

FAX (617) 556-4126

Toll Free 1-800-392-6145

accounting policies conform to the appropriate guidance. We feel that the ED should specify guidance
such as SFAS No. 124 for not-for-profits.
We noted that certain paragraphs contain references to both the SAS No. and to the section in the
codification of standards. We feel that adding the related codification section to all references would
enhance the ease of use of the ED.

We appreciate the opportunity to present our comments and thank you for your consideration.
Very truly yours,

Thomas J. Vocatura, Chairman
Accounting Principles and Auditing
Procedures Committee of the MSCPA
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SUITE 402
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Ms. Judith M. Sherinsky, Technical Manager
Audit and Attest Standards, File 2135
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Ms. Sherinsky:
W e appreciate the opportunity to respond to the exposure draft (ED), Investments in D ebt and
Equity Securities. W e believe the ED provides necessary guidance and structure for auditing
investments and we support its issuance. We identify two areas in which you may want to
consider providing additional guidance to assist auditors.
First, we believe that auditors need to ensure that an entity has investment guidelines in place and
that those guidelines are being followed consistently. Recent losses in derivative investments have
shown that both investment guidelines and the monitoring processes to ensure adherence to the
guidelines have been deficient. While many entities have responded to the losses and revised
investment guidelines to address various risks, such as credit and market risk, auditors must
ensure that the organization they are auditing has taken such steps.
While noncompliance with investment guidelines may not always materially effect the entity’s
current financial statements, several entities have experienced significant losses when the
guidelines were not followed as intended by management. Instances of noncompliance also may
require an entity to sell investments classified as “held to maturity” to obtain needed liquidity for
margin calls and for other investment obligations, which may have a material effect on the
classification of investments under FASB Statement No. 115.
Therefore, we propose adding a paragraph to the ED that suggests that the auditor review
investments held by the entity against guidelines established by management. Further, the
guidelines themselves need to be reviewed to ensure that they are specific enough to assess the
appropriateness o f investments based on various types of risks.
Our second suggestion is that the ED discuss audit steps to obtain adequate assurance that the
note disclosures about investments, derivatives, and related risks are complete and appropriate.
W e believe that it is important that auditors review derivative instrument reporting and disclosure
requirements in conjunction with auditing debt and equity securities.

Ms. Judith M. Sherinsky
Page 2
July 25, 1996
W e appreciate the efforts of the Auditing Standards Board on this project and the opportunity to
provide our comments. Should you have any questions or need additional information regarding
our response, please contact myself or Marty Ozolins, who coordinated o ur response. W e both
can be reached at (608) 266-2818.
Sincerely,

Diann Allsen
Financial Audit Director
DA/al
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July 25, 1996
Ms. Judith M. Sherinsky, CPA
Technical Manager, Audit and Attest Standards
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
660 American Avenue

File Reference No. 2135
Proposed Statement on Auditing Standards, Investments in Debt and Equity
Securities

Suite 104

King o f Prussia

Pennsylvania 19406

voice

Dear Ms. Sherinsky:
Ten Eyck Associates, Inc. appreciates the opportunity to comment on the abovereferenced exposure draft. We commend the Auditing Standards Board for
recognizing the need for and providing guidance to practitioners for auditing
investments. We agree with substantially all of the provisions of the proposed
standard and urge the ASB to issue a final statement expeditiously. We do, however,
have a concern about the guidance provided for auditing equity investments and for
auditing fair value disclosures.

(610) 992-1600

Equity Investments
fax

(610) 992-1066

Some auditors might read paragraph 12 to imply that "inquiry" provides sufficient
evidence about the appropriateness of an accounting method when there is no
conflicting evidence. Inquiry by itself generally is not sufficient. The final statement
should clarify that auditors should perform appropriate steps (perhaps by expanding on
the guidance outlined in paragraph 4) to obtain sufficient competent evidential matter
to support management's assertions. Auditors also should consider obtaining written
representations from management about the entity's ability to exercise significant
influence over the investee.
Fair Value Disclosures
SFAS No. 107, Disclosure about Fair Value o f Financial Instruments, requires all
entities to disclose fair value of financial instruments for which it is practicable to
estimate fair value. We believe the final standard should require auditors to obtain
evidence about, or otherwise evaluate, management's assertions that it is impracticable
to estimate fair value.
Respectfully submitted,

Jefferson S. Strider
Director
JSS:ksa

Letter #17

Coopers
&Lybrand

Coopers & Lybrand L.L.P.

1251 Avenue of the Americas
New York. New York
10020-1157

telephone (212) 536-2000
facsimile

(212) 536-3500
(212) 536-3035

a professional services firm

July 29, 1996
Ms. Judith M. Sherinsky
Technical Manager, Audit and Attest Standards
File 2135
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
N ew York, N Y 10036-8775
Dear Ms. Sherinsky:
We are pleased to submit this letter in support o f the proposed Statement on Auditing Standards,
Investment in D ebt and Equity Securities.
Within the context o f overall support, we have the following suggestions for improvement in the
Statement:
Paragraphs 23 through 28 discuss the concept o f Fair Value. This term is not defined in the
document or elsewhere within auditing standards. We recommend adding the definition o f Fair
Value in the Appendix, as excerpted from Financial Accounting Standards Board Statement No.
115, Appendix C.
Paragraphs 29 through 31 discuss assertions o f management related to the impairment o f certain
investments. We suggest adding the following sentence to the end o f paragraph 31, "The auditor
ordinarily should obtain written representations from management confirming that a decline in
value o f debt or equity securities classified as either available-for-sale or held-to-maturity is
considered temporary."
We recognize that this Statement does not, and is not intended to, cover when a third party
performs services for an entity such as maintaining custody or investing assets, or other financial
instruments, such as derivatives. We also understand that the Auditing Standards Board has
established the Ownership, Valuation, and Existence Task Force to consider these issues. We
strongly encourage the expeditious completion of the Ownership, Valuation, and Existence
project to provide additional guidance to practitioners in auditing financial instruments. In this
connection, we suggest that footnote 4 to paragraph 4 be revised to reflect that valuation is also
within the scope o f that project. Furthermore, while paragraph 25 directs the auditor to SAS
Nos. 73 and 70 for guidance, a cross-reference to footnote 4 would be appropriate since that
Task Force may develop additional guidance in this regard.
Please contact James S. Gerson at (212) 536-2243 if you have any questions.
Very truly yours,

N ational State Auditors Association
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July 26, 1996

OFFICERS AND
EXECUTIVE COMMITTEE
President
DANIEL G. KYLE
Legislative Auditor
P.O. Box 94397
Baton Rouge, LA 70804
(504) 339-3839
President-Elect
R. THOMAS WAGNER, JR.
Auditor of Accounts
Delaware
Secretary-Treasurer
KURT SJOBERG
State Auditor
California

Ms. Judith M. Sherinsky, Technical Manager
Audit and Attest Standards, File 2135
AICPA
1211 Avenue o f the Americas
New York, New York 10036-8775
Dear Ms. Sherinsky:
On behalf o f the National State Auditors Association (NSAA), we appreciate the
opportunity to respond to the exposure draft (ED), Investments in D ebt and
Equity Securities. The following comments are based on the individual responses
w e received and are not intended to represent the views o f all individual members.
Individual state auditors are encouraged to comment separately.

OTHER MEMBERS
Immediate Past President
ANTHONY J. VERDECCHIA
Legislative Auditor
Maryland
THOMAS MCTAVISH
Auditor General
Michigan

We believe the proposed Statement will achieve the objective o f aligning the
investment auditing standard (AU Section 332) with risk assessment and market
value guidance already in effect. Accordingly, we support its issuance. While we
have no major improvements to suggest, we do offer the following comments for
the Auditing Standards Board’s consideration as it finalizes this document.

BARBARA J. HINTON
Legislative Post Auditor
Kansas

A udit Objectives and A pproach

RONALD L. JONES
Chief Examiner of
Public Accounts
Alabama

Paragraph 3, page 7, refers specifically to guidance contained in SAS No. 31.
Because the Auditing Standards Board is currently amending SAS No. 31, we
suggest the Board add a footnote (similar to Footnote 4 on Page 8 o f the ED),
referenced in paragraph 3, which states “The Auditing Standards Board is
amending SAS No. 31, Evidential Matter, to incorporate the concept o f evidential
matter in electronic form, to provide guidance regarding the potential audit
impacts, and to describe matters an auditor should consider regarding evidential
matter in electronic form.”
Existence, O w nership, and Completeness
Paragraph 4, pages 7 and 8, states that “The procedures the auditor performs to
obtain evidence about the existence, ownership, and completeness of investments
will vary depending on the auditor’s assessment o f audit risk and should include
one or more o f the following...” The six procedures listed range from physical
inspection to reading executed partnership or similar agreements. We believe the
procedures to be performed depend, at least to some extent, on the type of
investments. Also, we question whether performing only one o f the procedures
Relmond P. Van Daniker, Executive Director forNASACT
2401 Regency Road, Suite 302, Lexington, Kentucky 40503
Telephone (606) 276-1 147, Fax (606) 278-0507, email rvnasact@mis.net
and 444 N. Capitol Street, NW, Washington, DC 20001, Telephone (202) 624-5451

Ms. Judith M. Sherinsky
July 26, 1996
Page 2

(such as reading an executed agreement) could provide the auditor w ith sufficient evidence about
the existence, ownership, and completeness o f an investment. For these reasons, w e suggest that
paragraph 4 be revised and expanded to read “The procedures the auditor performs to obtain
evidence about the existence, ownership, and completeness o f investments will vary depending on
the auditor’s assessment o f audit risk and the types o f investments involved. The auditor should
consider the following procedures...”
A p propriateness of A ccounting Policy
Paragraph 9 on page 9 states that “In evaluating the entity’s ability to hold a debt security to
maturity, the auditor gathers evidence that tends to either corroborate or conflict with such
ability.” To ensure that the auditor considers both perspectives, we suggest that the last sentence
o f paragraph 9 be revised slightly to read “The auditor also may consider whether relevant
operating and cash flow projections or forecasts or laws and regulations provide indications o f an
entity’s ability or inability to hold an investment to maturity.”
V aluation an d P resentation
Paragraph 23 on page 12 states that “If market quotations are not available, estimates o f fair value
frequently can be obtained from third-party sources based on proprietary models or from the
entity based on internally developed or acquired models.” Subsequent paragraphs provide further
guidance on evaluating information from third-party sources and from internal models. However,
the ED does not address those infrequent circumstances in which estimates o f fair value cannot be
obtained from those two sources. To provide the reader with more comprehensive guidance, we
suggest the Board expand the final document to provide guidance for those circumstances in
which the auditor is unable to obtain fair value from either third-party sources or from the entity’s
internal models.
Effective D ate
Paragraph 32 on page 14 states that “This Statement is effective for audits o f financial statements
for periods beginning on or after January 1, 1997. Early application o f the provisions o f this
Statement is permissible.” The Auditing Standards Board intends that this proposed Statement
will make guidance on auditing investments consistent with recently issued accounting standards,
particularly FASB Statement No. 115, entitled Accounting fo r Certain Investments in Debt and
Equity Securities. Statement No. 115, issued in May 1993, was effective for fiscal years
beginning after December 15, 1993. Therefore, we question the appropriateness o f the delayed
effective date o f this proposed Statement. We suggest the first sentence o f paragraph 32 be
revised to read “This Statement is effective for audits o f financial statements for periods beginning
on or after January 1, 1996.”

Ms. Judith M. Sherinsky
July 26, 1996
Page 3

W e appreciate the efforts o f the Auditing Standards Board on this project and the opportunity to
provide our comments. Should you have any questions or need additional information regarding
our response, please contact me at (504) 339-3839 or Kinney Poynter o f NASACT at (606) 2761147.

President
DGK:GCA:db
INVEST2
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K PM G Peat Marwick llp
599 Lexington Avenue

Telephone 212 909 5400

Telefax 212 909 5699

N ew York, NY 10022

August 2, 1996

Ms. Judith M. Sherinsky
Technical M anager
Audit and Attest Standards, File 2135
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, N Y 10036-8775
Dear Ms. Sherinsky:
We are pleased to respond to the Auditing Standards Board’s request for comment on
the exposure draft: “Proposed Statement on Auditing Standards, Investments in Debt
And Equity Securities” (the Proposed Statement). We support the issuance o f the
Proposed Statement, however, we present the following comments and suggestions for
the Board’s consideration:
Paragraph 4, footnote 4 - We recommend deleting this footnote reference.
Paragraph 8 - We believe reference should be made here to (i) the FASB Special Report
(see footnote 6), (ii) EITF Issues related to debt and equity securities, and (iii)
pronouncements by the Securities and Exchange Commission as reference sources for
certain common judgmental issues.
Paragraph 8 to 10 - W e believe these paragraphs imply, but do not explicitly state, that
the reasonableness o f management’s assertions and representations regarding intent and
ability should also be evaluated in light o f management’s assertions and representations
in other audit areas such as deferred tax asset valuation allowances (FASB Statement
No. 109) and asset impairment (FASB Statement No. 121). Therefore, we recommend
making an explicit statement, such as:
evaluating m anagem ent’s representations and evidence regarding m anagem ent’s
intent and the en tity’s ability, the auditor also should consider the reasonableness and
consistency o f those representations with management’s representations in other areas
such as deferred tax asset valuation allowances and asset impairment. ”

Peat Marwick llp
Page 2
Ms. Judith M. Sherinsky
American Institute o f Certified Public Accountants
August 2, 1996

Paragraph 16 - The logic in the last sentence o f this paragraph is not clear. It premises
an investee’s financial statements as unaudited yet assumes the existence o f an investee
auditor. W e recommend reviewing the appropriateness and preciseness o f this sentence.
Paragraph 20 - W e note that the basis for this paragraph is APB No. 18, The Equity
M ethod o f Accounting fo r Investments in Common Stock, and that FASB Statement No.
57, Related Party Disclosures was issued subsequently. We recommend modifying this
paragraph to recognize that material transactions between investors and investees are
evaluated for both accounting and disclosure implications.

We appreciate the opportunity to provide our comments and suggestions on the
Proposed Statement.
Very truly yours,
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The South Carolina Association

(C PA)

of Certified Public Accountants

Ju ly 2 9 , 1996
Judith M. Sherinsky
Technical M anager
Audit and Attest Standards
File 2135, AICPA
1211 A venue o f the Americas
New York, N Y 10036-8775
Reference:

Proposed Statement on Auditing Standards, Investments
in Debt and Equity Securities

Dear Ms. Sherinsky:
Our committee generally supports the above referenced Proposal Statement. However, we
would like to make the following comments for your consideration:

Paragraph 16
The A uditing Standards Board should address the possible situation o f the investee not
wishing to cooperate with “appropriate auditing procedures”. This problem may generate
a significant influence question or may be a question o f the investee not being willing to
incur the costs o f having the procedures performed.

Paragraph 30
Many companies now have equity investments in foreign affiliates. W hen considering
impairment o f value, the statement should also include reference to the auditor’s
consideration o f fluctuations in currency rates and other factors such as inflation on the
accounting for equity investments in foreign entities.
Very truly yours,

James E. Hazel, Jr.. CPA
Chairman
South Carolina Association of
CPA ’s Technical Standards Committee

570 Chris Drive, West Columbia, S.C. 29169 • (803) 791-4181 • Fax (803) 791-4196
The CPA. Never Underestimate The Value.
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Arthur Andersen LLP
69 West Washington Street
Chicago IL 60602-3002
312580 0069

Certified Public Accountants

1211 Avenue of the Americas
New York, New York 10036-8775

Re: Proposed Statement on Auditing Standards, "Investment in Debt and Equity Securities"
Dear Ms. Sherinsky:
We generally concur with the guidance in the May 29,1996, Exposure Draft of the proposed
SAS with the exception of paragraph 30, regarding Criteria for Other Than Temporary
Impairment Our concerns with that paragraph are discussed immediately below. Other
comments for your consideration are also provided.
Para. 30: Criteria for Other Than Temporary Impairment
We disagree with two of the factors of possible other than temporary impairment listed in
paragraph 30:
1.

The second factor states, "The decline in fair value is attributable to specific
conditions, such as conditions in an industry or geographic area, rather than to
general market conditions." This implies that if the decline is due to general market
conditions, the investor need not recognize an "other than temporary impairment"
(OTTI). We do not believe this is appropriate guidance and can cite three situations to
illustrate our position:
o

It is not always apparent why value has declined, and to attribute it to "general
market conditions" may be arbitrary. The auditor should rely on other evidence to
determine whether a decline might be OTTI. The possible reason for the decline
may be useful for evaluating the likelihood of its continuation, but it is not an
appropriate criterion, on its own, for determining whether the decline is OTTI.

o

Investments acquired just before the general market begins a long, substantial
decline may be other than temporarily impaired; they should not be exempted
fro m w rite -d o w n sim p ly b e c au se m a n y o th e r in v e s tm e n ts a ls o are in decline.

o

An entity may be invested in securities of a particular country, such as Mexico,
when the market value of all securities of that country are substantially below cost.
While a foreign investor may argue that the decline is due to conditions in a
specific geographic area, a Mexican investor would argue that the decline is due to
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general market conditions. We believe that the OTTI should be recognized in the
same period by both investors.
2.

The third factor states, "Management does not possess both the intent and the ability
to hold the investment for a period of time sufficient to allow for any anticipated
recovery of fair value." We believe this factor should be modified because it implies
that, if management has both the intent and the ability to hold the investment long
enough, no impairment should be recognized- Having the intent and ability to hold is
not sufficient to avoid recognition of an OTTI. The guidance should not allow
managements to avoid writedowns because they will hold securities for however long
it takes to recover their value.

The following revision of paragraph 30 and the addition of guidance addressing declines
attributable to general market conditions (see comments below) would avoid the above
problems and add more specific guidance for the auditors' evaluation of OTTI:
"30. The auditor should evaluate management's assessment of whether an other-thantemporary impairment exists, including factors that might indicate that a decline in
fair value below cost is other than temporary. If it is probable that the investor will be
unable to collect all amounts due according to the contractual terms of a debt security
not impaired at acquisition, an other-than-temporary impairment is presumed to have
occurred [add a footnote cross-reference to SFAS No. 115]. Following are examples of
factors that may indicate an other than temporary impairment exists:
o Fair value is significantly below cost.
o The decline in fair value has existed for an extended period of time,
o The decline in fair value at and subsequent to the balance sheet date is relatively
constant or worsening.
o Forecasts of related economic or industry trends are unfavorable,
o A buy/ hold recommendation or a debt rating has been downgraded by an
investment advisor or rating agency.
o The issuer has reduced its dividends or missed scheduled interest payments,
o The issuer's financial condition has deteriorated.
o

T h e re h a v e b een o th er, a d v e rse d isclo su res a b o u t th e is s u e r (e.g., th e a u d ito rs'

report was modified for going concern or significant new litigation, or loan
covenant violations have occurred).
o Changes in laws, regulations or other governmental policies have affected fair
value.
o Management intends to sell the security and it is unlikely that there will be a
recovery of fair value prior to the sale.

P. 003
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If one or more of such factors is present, persuasive evidence is needed to support a
conclusion that the impairment is only temporary. Examples of such evidence are:
o

Fair value has substantially recovered subsequent to yearend.

o

Management has evidence that an event has occurred that makes near-term
recovery of fair value likely, and it can demonstrate the intent and ability to hold
the security for the period of time sufficient to allow for the anticipated recovery."

It is recognized that some cyclic market conditions (e.g., fluctuations in interest rates) may
create temporary declines in fair value of both debt and equity securities. However, general
market conditions also may result in OTTI. We believe that the Board should add further
guidance to assist the auditor in (a) evaluating whether declines attributable to general
market conditions are other than temporary and (b) evaluating the reasonableness of
management's allocation of declines attributable to both general market conditions (e.g.,
interest rates) and conditions specific to the issuer (credit risk).
Superseding of AU Section 9332
The proposed statement would supersede AU Section 9332, which was incorporated into
(and reprinted within) Appendix B of the FASB staffs Q&A on SFAS115. The FASB will
need to decide whether AU 9332 is superseded as accounting guidance within FASB
documents.
Consistency of Language of Instructions
The language used to describe the auditor's responsibilities seem to follow the following
hierarchy. That is, it states that the auditor:
o
o
o
o
o
o
o

should
ordinarily should
normally should
generally should
should consider
may need to consider
may consider

We believe this terminology should be standardized to avoid possible confusion. The best
guideline might be simply to divide the guidance into two categories:

P. 004
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o
o

Required procedures/ evidence, which should be done/ obtained
Examples of procedures/ evidence that should be considered.

Organization of Guidance
The document contains a considerable amount of guidance, which often makes it difficult to
follow. It might be useful to organize some paragraphs or sections into bullet points; e.g.,
for a succession of audit steps to meet a certain objective.
Other Suggestions
Para.
1.
3.
6.
8.
10.
12.
13.
14.
17.
17.
18.
19.
19.
19.
25.

Add a table of contents to show how the guidance is organized.
Include some discussion of how the auditor's consideration of internal
control affects the design of the substantive tests.
Revise the references of para. 12 (a) and 12 (b), which do not seem
appropriate to the subject matter of para. 12.
In the second sentence, insert the phrase “records of investment
activities" after " investment strategies." Then the third sentence can be
deleted.
Provide an example of the representation letter wording.
Add after the first sentence: "This includes evidence indicating the
investor's ownership percentage."
Provide an example of evidence that might overcome the presumption.
Add the sentence: "The auditor may wish to obtain evidence that the
investor is not provided with such financial data."
Consider whether it would be appropriate to refer to the need to assess
the propriety of the amortization period of goodwill.
Revise the start of the last sentence to read: "When considering
evaluations, the auditor should apply the guidance of SAS No. 73...."
That guidance applies to all evaluations.
It would be helpful to define a maximum acceptable time lag.
Restore the guidance of the current AUI 322.14 to help clarify this
paragraph.
Consider adding guidance to allow the auditor to rely on the disclosures
in the investee's financial statements if they are audited and the date of
auditors' report is recent
Provide an example of a subsequent event to be labeled "unaudited."
Clarify the last sentence, which is confusing.
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Following are additional recommended wording changes:
Para.

Current Wording

Revision

Reason

4.

may also need to
consider

may need

Clarifies requirements

7.

for certain debt
securities

for debt securities

Should apply to all

9.

known working capital
requirements

working capital
requirements

Qualifier not consistent
with other examples

9.

the auditor also may
consider whether
relevant operating...
provide

for example, operating
... may provide

Serves as example of
preceding guidance

10.

auditor ordinarily
should obtain

auditor should obtain

Should apply to all
cases

12.

common stock

voting stock

Relates to control of
investee

16.

unaudited interim
financial statements

unaudited financial
statements

Also applies to annual
statements

17.

evidential matter may
be available

the auditor should
obtain evidential matter

Security value should
be audited

19.

make appropriate
inquires of the investor

make inquires of the
investee

Investee is a more
direct source

24.

impair its objectivity

impair its objectivity,
such as being the seller
or broker of the
investments

Provides an example
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29.

estimation of the
outcome of future
events

estimation of future
events

We would be pleased to discuss our views with you at your convenience.
Very truly yours,
ARTHUR ANDERSEN LLP

Outcomes are also
future events

P. 007
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L. Paul Kassouf & Co., PC.
C e rtified P ublic A cc o u n ta n ts
2208 University Boulevard • Birmingham, AL 35233-2393
Telephone (205) 322-8636
Facsim ile (205)324-0135

August 19, 1996

Ms. Judith M. Sherinsky
AICPA
1211 Avenue of the Americas
New York, New York 10036-8775
Re: Audit and Attest Standards
File 2135
Dear Judith:
Enclosed are comments I have received regarding the exposure draft for a proposed
Statement on Auditing Standards, Investments in Debt and Equity Securities.
I am currently serving as chairman of the Audit Standards and Procedures
Committee of the Alabama Society of Certified Public Accountants, and these
comments were requested from members of the committee.
Sincerely,
L. PAUL KASSOUF & CO., P. C.

Charles D. Dobbs, CPA
Member of the Firm
CDD:aeb
Enclosure
cc: Ms. Susan Stallworth
Alabama Society

T H E

U N IV E R S IT Y

OF

M O N TEV A LLO
College of Business
Station 6530

Mr. Charles Dobbs, chairman
Audit Standards & Procedures Committee

L. P a u l K assouf & C o., P.C .
2208 U n iv e r s ity B lvd.
Birmingham, AL 35233
D ear Mr. Dobbs,
I have two comments regarding the Proposed Statement On Auditing Standards,
Investments in Debt and Equity Securities.
In paragraph 4, most of the suggested
procedures relate to confirmations or physical inspection.
While present auditing
literature deals with confirmations (an SAS, as well as an Audit Procedures Study),
there is little guidance on inspecting debt and equity securities.
This SAS could
provide such guidance, perhaps in an appendix.
If guidance is not given here, perhaps
an audit procedures study would be appropriate on physical examinations of audit evidence
A minor point involves the section on valuation and presentation. Paragraphs 22-31
relate solely to the valuation assertion. However, none of this material appears to deal
with the presentation assertion.

S in c e r e ly ,

Jimmy W. M artin

Montevallo, Alabama 35115-6000 Telephone: 205/665-6530
The University of Montevallo is an affirmative action —equal opportunity institution.
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Ernst & Yo u n g llp

2000 National C ity Center
1900 East 9th Street
Cleveland, O h io 44114-3494

■ Phone: 216 861 5000

August 22, 1996

Ms. Judith Sherinsky, Technical Manager
Audit and Attest Standards, File 2135
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, N ew York 10036-8775

Investments in Debt and Equity Securities
Dear Ms. Sherinsky:
Ernst & Young LLP supports the efforts o f the Auditing Standards Board to supersede AU
Section 332, “Long Term Investments,” o f Statement on Auditing Standards No. 1, Codification
o f Auditing Standards and Procedures, with the Proposed Statement on Auditing Standards,
Investments in D ebt and Equity Securities. We believe that the Proposed Statement effectively
revises the existing guidance on auditing investments to make that guidance consistent with
recently issued accounting standards, particularly Financial Accounting Standards Board
Statement o f Financial Accounting Standards No. 115, Accounting fo r Certain Investments in
D ebt and Equity Securities.
The appendix to this letter includes certain comments for improving the Proposed Statement.
We would be pleased to discuss our comments and recommendations with members o f the
Auditing Standards Board or its staff.

Sincerely,

Ernst & Young

llp

is a member of Ernst & Young International, Ltd.

Appendix
Page 1
Reference
Paragraph 10

This paragraph provides, among other things, that auditors ordinarily should
obtain written representations from management confirming its intent with
respect to all securities. We agree that management’s intentions with respect to
debt securities classified as held-to-maturity are fundamental to this
classification, and believe that such intentions should be confirmed.
However, we do not believe that management’s intentions are as essential to the
classification o f securities as either trading or available-for-sale, and anticipate
that it may be difficult for management to express its intentions with respect to
these securities. As such, we suggest that auditors obtain management’s
representations confirming that it has properly classified these securities instead
o f confirming its intentions with respect to them. W e also suggest that auditors
obtain written representations from management confirming that its classification
o f held-to-maturity securities is proper (in addition to confirming its ability and
intent to hold such investments to maturity). W e propose the following
amendments to this paragraph:
10. In addition to performing other auditing procedures, the auditor ordinarily should obtain
written representations from management confirming its intent that it has properly
classified debt securities as held-to-maturity, trading, or available-for-sale, and with
respect to held-to-maturity securities, that the entity's has the ability and intent to hold
such investments to maturity.

Obtaining management’s representations with respect to the proper classification
o f securities conforms with the guidance in paragraph 6 o f FASB Statement No.
115, Accounting fo r Certain Investments in D ebt and Equity Securities. This
guidance requires management to classify debt and equity securities into one o f
three categories: held-to-maturity, available-for-sale, or trading, and at each
reporting date, to reassess the appropriateness o f the classification.

Appendix
Page 2
Reference
Paragraph 17

This paragraph is intended to provide guidance to auditors in evaluating the
carrying amounts o f investments that reflect factors that are not recognized in
the financial statements o f the investee, or when the fair values o f assets are
materially different from the investee’s carrying amounts. In addressing this
situation, the paragraph states that “evidential matter may be available in the
form o f current evaluations o f these amounts.” W e believe that this guidance is
incomplete as it does not cover situations where current evaluations are not
available.
We suggest that the paragraph be revised to state that, in these circumstances,
the auditor should consider obtaining current evaluations o f these amounts.
17. If the carrying amount of an investment reflects (a) factors (such as goodwill or other
intangibles) that are not recognized in the financial statements of the investee or (b) fair
values of assets that are materially different from the investee’s carrying amounts,
evidential matter may be avail able the auditor should consider obtaining in the form of
current evaluations of these amounts.

Paragraph 24

The first sentence o f this paragraph refers to “reliable financial publications” in
discussing sources that generally are considered to provide sufficient evidence of
the fair value o f investments. Because the term “reliable” may be subject to
various interpretations in this context, we suggest that either the word “reliable”
be deleted, or the phrase “reliable financial publications” be replaced with “the
financial press.”
The third sentence o f this paragraph, in discussing fair value testing of securities
that do not trade regularly, states that there may be some situations where the
auditor may determine that it is necessary to obtain fair value estimates from
more than one pricing service. We suggest that the example in the last sentence
o f this paragraph refer auditors to SAS No. 73, Using the Work o f a Specialist,
for further guidance when auditing the fair values o f securities that do not trade
regularly.

Paragraph 26

We suggest that the guidance in this paragraph be cross referenced to SAS No.
57, Auditing Accounting Estimates.

